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Abstract 
The aim of this paper is to analyze the causes of the recent world economic crisis and its effects on global economic system.  In 
order to support our point of view, we use and process statistics data which we interpret in terms of a non-conventional economic 
theory, that is, the austrian theory of economic cycle. The artificial lowering of interest rate generated overconsumption or 
savings deficiency. The euphoria of of the consumption created serious distorsions in the economic system. Finally, in the 
absence of real savings, the initial boom turned into a financial crisis and, then, into a large-scale economic crisis.  
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1. Introduction 
Five years ago, the world economy entered the worst economic crisis since the Great Depression (1929-1933). It 
began in the second half of 2007 in the United States and included most countries. After five years of economic 
convulsions, most economists of the world believe that the source of this important fall is gradual withdrawal of the 
state from economic activities. At the same time, the solution proposed by these theorists is to increase the role of 
the state, an upsurge in government spending, the nationalization of companies in bankruptcy and the financial aid  
for bank system. In this article we intend to show that the source of these serious economic events of the past half 
decade is the massive state intervention in the market spontaneous processes. In order to do this, we use the Austrian 
business cycle theory developed by Ludwig von Mises and Friedrich von Hayek in the first half of the twentieth 
century. We support this theory with data available in the past decade. We also show that the economic crisis turned 
into a real economic depression due to repeated interventions by governments to spontaneous market processes. 
Finally, the article proposes a set of measures to eliminate the negative effects of economic events of recent years. 
These proposals are derived from the logic of Austrian business cycle theory. 
2. The economic crisis and the austrian economics 
Economics teaches us that the economic system is not a wonderland. The scarcity of resources limits the rapid 
production growth of goods and services. The prosperity of humanity can be improved gradually by intensive efforts 
to promote technical progress and to stimulate entrepreneurial activity. The historical experience has shown that the 
best way of allocating scarce resources is through spontaneous market process. The resources are transformed into 
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goods and services and then routed to customer needs through relative prices. The relative prices change 
continuously synthesizing information about time and space in the economic system in an attempt to link sellers and 
customers. The production is coordinated by the relative price system that transmits information to entrepreneurs, 
individuals which organize productive activities in order to make profit. The free economic cooperation generates a 
spontaneous economic order. The free market system is not a perfect method to allocate scarce resources but is 
better than the rational organization of the productive system. The economic system cannot be driven by a central 
authority because it cannot obtain and process at a low-cost the information necessary to coordinate the interests of 
all market participants. Therefore, any state intervention in spontaneous cooperation of market agents generates 
negative effects on the market capacity to produce goods and services. 
A massive and prolonged intervention can lead to very strong adverse effects manifested through a economic 
crisis. The austrian business cycle theory shows that the economic crisis is the effect of a massive central bank 
intervention in economic activity by artificially reducing the interest rate. From the perspective of Austrian 
economists (Mises, Hayek, etc.), the central bank intervention in market spontaneous processes decreases the 
interest rate  below its natural level. In other words, this technique generates a credit boom and induce a boom in 
economic activities.  
An artificially decreased interest rate cheapens credit, stimulates companies and households to borrow, to invest 
and to consume a higher quantity of goods and services. A demand growth  causes an increase in stock price indices, 
an increase in the value of corporate assets, a decrease of unemployment rate and increases the wages. In the short 
run, there are only positive effects of central bank intervention. The credit expansion creates the illusion of the 
abundant resources, stimulates overcosumption and diminishes the saving rate. The entrepreneurs have started to 
increase the volume of  investment because of an artificially increased demand for consumer goods.Unfortunately, 
the boom cannot be extended indefinitely. In the long run, the artificially low interest rate strongly affects the 
relative price system, prevents spontaneous transmission of information and leads to an inefficient allocation of 
scarce resources.  
The first signs of economic crisis are manifested by a strong pressure to increase interest rates. The simultaneous 
increase in demand for consumer goods and demand for investment goods makes entrepreneurs more difficult to 
find resources to carry out investments started with a low interest rate. At that time, the central bank is obliged to 
increase interest rates. When interest rates start to rise, the financial crisis begins because the companies have started 
investment projects taking into account low interest rates. Many of these companies fail because they will not be 
able to borrow at lower rates of interest. When the number of bankruptcies increases, the economic crisis starts. 
Available data shows that the economic events of the last decades have been conducted in accordance with Austrian 
business cycle theory.  
3. Economic crisis (2007 - ) 
The origins of the current economic crisis are in U.S. economic events of the early 2000s. In 1990s, the USA 
economy went through an economic boom generated especially by IT sector. To avoid a severe economic 
contraction, the Federal Reserve Fund had set to deflate the boom by a gradual increase in interest rates. But after 
the Sept. 11 terrorist attacks, the massive collapse of stock indices premises for a new economic crisis caused by the 
onset of financial market uncertainty. Therefore, the Fed dropped the policy of gradual interest rate increase and 
began to practice a policy of cheap money. Thus, the interest rate charged by FED reached 1%. The signal 
transmitted by the USA currency has influenced the EU monetary policy. ECB reduced interest rates to 2%.  
The immediate consequence of the significant reduction in interest rates was a massive growth demand for 
mortgages loan. In the United States, its volume has doubled in just a few years. The low interest rates have led 
people to ask for an increasing number of buildings. To meet this demand, american entrepreneurs began to invest in 
real estate projects. The rise of real estate prices promised higher profit rates. Therefore, the assets value of the real 
estate companies was increasing. The real estates companies could easily borrow money from banks because the 
value of its assets  was rising. In the absence of additional volume of savings, the banks were encouraged to borrow 
from the Fed using the rising value of their assets. In this way, the Fed monetary expansion continued.  Because 
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interest rates fell, the banks ignored the financial solvency of their customers. Therefore, people who normally could 
not afford to borrow had the possibility to buy a house. These mortgage loans will lead to a so-called suprime crisis. 
The granting of such risky loans was stimulated by the fact that the state guaranteed their payment. 
The interest rates cuts by the Fed and the ECB has had another effect, discouraging savings rate. In the first part 
of 2000, the U.S. savings rate reached a historic low. The low interest rates on bank deposits have discouraged 
Americans to save; on the contrary, they were stimulated to consume more and more. Thus, in a few years, the 
savings rate  became 0%. When central banks artificially reduces the interest rate, the individuals no longer saves 
and prefer to consume more.  In this way, the pressure created on present resources is tremendous. The low interest 
rates have generated over-consumption or a savings deficit. This  overconsumption was financed by borrowing.  
At the same time, an artificially reduced interest rate generated a massive increase in demand for consumer 
goods. Thus, the companies had to expand the production capacity through additional investment. The increased 
demand for their products made indexes to grow enormously. But the consumer demand was artificial. Therefore, 
growth indexes were also artificial. The collapse of these indices in the second half of 2007 confirms our hypothesis. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 1. Evolution of Dow Jones Industrial (2001 - 2011) 
 
The artificial lowering of interest rates has made everyone to live using loans. This phenomenon has expanded so 
much in just a few years, that many countries have plunged into a genuine sovereign debt crisis. Currently, EU 
countries have debts of 16,000 billion. For example, Italy has a public debt of 121%.. The high level of public debt 
in many EU countries has provoked a major monetary crisis in the Euro area  threatening the sustainability of the 
single currency. Total debt for OECD countries went from 73.3% of total OECD GDP in 2007 to almost 106% in 
2012. The public debt of the world exceeds 45,000 billion.. This high level of debt seems to be  unsustainable in 
many countries. Greece, Spain and Portugal are on the verge of default. In other region of the world, happens the 
same. For example, Japan has a debt of 230% of GDP.  
Many banks borrowed money in roder to buy securities. The fractional reserve banking system allowed financial 
institutions have much higher debt than assets. Their behavior was stimulated by the high profits obtained from the 
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sale of the securities and the hope that the state would save them if they face special problems (too big to fail 
doctrine).   
The banks and the firms have started to have problems when the Fed began to raise the interest rates. Then, the 
stock market boom has slowed, and many companies that invested in conditions of low interest rates started to have 
problems. This situation exerted a tremendous pressure on the available scarce resources. When this happened, 
many companies could no longer finance the started investments. At that time, the request for additional loans create 
an additional pressure on the increasing interest rate. In this way, had set the financial crisis. The corporate profits 
were falling, the share prices began to decline and the consumption entered in a slightly decline. In absence of 
additional financing funds, many companies have started to fire workers. The unemployment rate started to rise. The 
credit growth rate was reduced because of the increasing interest rate. Thus, the consumption began to decline. The 
demand for real estate products and for cars fell sharply. For example, in Spain there were 1 million unsold homes 
(2009). many real estate companies was not able to return the loans because was quasi-impossible to sell a house. 
Thus, the real estate crisis has spread to the banking sector. The banking system had huge debts. Many of them have 
failed. The bankruptcy of some banks spread an enormous panic. The panic produced uncertainty, distrust and 
significantly discouraged the lending loans. Thus, production system entered into a real economic crisis. The 
unemployment rate soared immediately. In Spain, its level reached 20%. Thus, one of the countries with the most 
intense boom plunged into one of the most serious crisis after the Second World War. A similar thing happened in 
many countries that had experienced a significant boom. The stock market crash and the car market has reached 
historic records. The crisis came to correct the errors made by entrepreneurs and people misled by artificially 
lowering interest rates. 
4. Some proposals 
The repeated interventions of the State in the spontaneous market processes have worsened the economic 
situation in recent years. The public expenditure programs have generated huge budget deficits but failed to 
stimulate investment and reduce unemployment. The world economy is undergoing a period of deep uncertainty that 
discourages entrepreneurial action, the creator of jobs and prosperity. From our point of view, the elimination of the 
negative effects of the crisis in last year requires the adoption of the following set of measures. 
4.1. Labor market flexibility 
The boom produced a excessive expansion of some economic sectors: banking, real estate, auto, etc.. In fact, 
artificially lowering interest rates led to a poor allocation of scarce resources. The same thing  happened to labor 
force. The economic crisis has shown that these sectors are profitable only in the short term, at a low interest rate. 
When interest rates began to increase (due to lack of funds to complete the investments started and a lower savings 
rate), these sector have entered a sharp decline. Many companies have gone bankrupt or have strongly diminished  
their production. Therefore, they have laid off a significant amount of labor force, which led to a rising 
unemployment rate. To reassign this amount of iddle workers, a great labor market flexibility is needed. This means  
a simplification of legislation on bankruptcy, the elimination of the minimum wage legislation, to reduce the 
influence of labor unions, changes in labor law in order to facilitate hiring and firing. 
4.2. Downsizing the public sector 
In an attempt to remove the economic crisis, the government intervened heavily in markets offering bailout 
packages in favor of real estate companies and banks, using subsidies and using the method of nationalisation. 
Although the crisis was caused by government intervention, the remedy proposed by the politicians was to increase 
the role of the state. Many companies in bankruptcy have been nationalized. All these measures have hampered the 
recovery of the economic system. In fact, the public sector is most reluctant to reform and to a efficient reallocation 
of scarce resources. Therefore, one of the main ways to boost the output is to reduce the size of government sector.  
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4.3. Welfare state reform 
One of the reasons why governments resort to credit expansion is to finance the welfare state spending. These 
programs discourage job search, artificially increase wages piad by companies, maintain a high unemployment rate 
and limit the economic system's ability to produce goods and services. The social security programs is a major cause 
of budget deficits. The government policy encourages central banks  to reduce  the interest rate in order to finance 
these expenditures. The suppresion of these programs would liquidate one of the sources of monetary expansion.  
4.4. Banking  system reform 
The cause of the current economic crisis is the architecture of fractional reserve banking system, led by the 
central bank. The central bank intervene in economic activity by artificially reducing the interest rate. The credit 
expansion generates a boom in the short run but creates an economic crisis in the long run. This expansion would be 
impossible if the central bank would not help commercial banks when these are threatened by a liquidity crisis. To 
prevent artificial expansion of credit and reduce interest rates, the banking system should return to a rigid standard, 
in order to prvent the discretionary action of  the monetary authorities.  
5. Conclusions 
This global economic crisis was created by an excessive state intervention in the economic system. An artificially 
reduced interest rates has generated a huge boom followed by a deep crisis. The fractional reserve banking system 
led by the central bank allows an excessive credit expansion and produces recurrent economic crises. Reducing 
interest rates artificially produces a deficit of over-consumption or savings and mislead entrepreneurs in extending 
excessive production capacity. Without savings, these investments do not came to produce goods and services, and 
led to a poor allocation of scarce resources.  Therefore, the initial boom is over quickly and the economic crisis 
begins. The solution of this kind of crisis is to significantly reduce the state role in the economy and  to change the 
architecture of the financial system.  
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